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Report  Summary 


Introduction 


Our  limited  scope  performance  audit  concentrated  on  the  goals, 
objectives,  and  statutory  duties  of  the  Montana  Board  of  Science 
and  Technology  Development  (the  board).   The  board  admin- 
isters state  funded  seed  capital  and  research  and  development 
investment  programs.   The  Department  of  Commerce  provides 
staff  for  administration  of  board  activities.   These  staff 
members  comprise  the  Montana  Science  and  Technology  Alli- 
ance (MSTA). 


We  reviewed  current  and  past  investment  activities  of  the  seed 
capital  and  the  research  and  development  programs.   We 
reviewed  program  information  since  inception  of  the  board  and 
MSTA,  but  we  concentrated  most  of  our  audit  work  on  activities 
occurring  after  fiscal  year  1988-89. 


Program  History 


The  Montana  Board  of  Science  and  Technology  was  created  by 
the  1985  Legislature  to  establish  a  public-private  sector  partner- 
ship to  encourage  scientific  and  technological  development  in 
Montana.  The  1987  Legislature  authorized  the  board  to  issue 
bonds  to  finance  early  stage  or  expansion  companies.   The  Mon- 
tana Supreme  Court  determined  portions  of  the  1987  legislation 
to  be  unconstitutional.   The  1989  Legislature  continued  MSTA 
with  funding  from  the  In-State  Investment  Fund  and  the  Gen- 
eral Fund.   The  board  currently  finances  science  and  technology 
development  projects  through  seed  capital  investments  and 
research  and  development  investments. 


Program  Status 


The  Montana  Board  of  Science  and  Technology  Development 
and  MSTA  are  involved  in  investments  intended  to  provide 
long-term  benefits  which  are  not  yet  determinable.    MSTA 
anticipates  a  return  of  seven  times  the  state's  investment  in 
seven  years. 


From  inception  in  1985  through  August,  1990,  the  board  has 
committed  funds  to  10  seed  capital  projects  for  a  total  of 
$1,725,750  ($1,406,850  disbursed).    From  July  1,  1985,  through 
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August  13,  1990,  the  board  has  committed  funds  to  31  research 
and  development  projects  for  a  total  of  $2,648,906  ($2,250,964 
disbursed).    As  of  August  1990,  the  board  has  received  a  return 
of  $2,804  from  seed  capital  projects  and  a  return  of  $3,975  from 
research  and  development  projects. 

Investments  have  also  assisted  in  the  creation  of  95  full-time 
and  54  part-time  jobs.   With  the  dollar-for-dollar  matching 
fund  requirement,  there  has  been  an  additional  $3.6  million 
invested  in  projects  over  the  past  five  years. 

It  is  too  early  to  determine  if  MSTA  is  a  successful  program. 
We  believe  future  review  of  MSTA  will  be  necessary  to  ade- 
quately determine  program  success  and  the  need  for  state 
involvement  in  the  seed  capital  investment  industry. 


Seed  Capital 
Inyestments 


The  board,  with  help  from  MSTA,  makes  seed  capital  invest- 
ments in  companies  with  technological  and  commercial  potential. 
In  order  for  companies  to  receive  seed  capital  funding,  they 
must  participate  in  a  process  which  includes  submission  of  an 
executive  summary  and  business  plan,  review  of  these  docu- 
ments by  MSTA  and  the  board,  and  final  approval  of  the 
project  by  the  board. 


MSTA  and  the  board  look  at  each  company's  potential  for  pro- 
viding a  return  of  the  state's  investment.   Overall,  return-on- 
investment  is  to  be  long-term,  and  when  realized,  will  be  based 
on  the  company's  future  value. 

From  April  1989  through  August  1990,  the  board  reviewed  and 
denied  47  executive  summaries  and  business  plans  requesting 
$44,010,000.    During  July  1990  through  August  1990,  six 
executive  summaries  were  pending  for  a  total  of  $10,955,000. 
From  April  1989  through  August  1990  the  board  requested 
business  plans  from  15  companies  requesting  $17,315,000.    From 
May  1989  through  August  1990  four  business  plans  requesting 
$1,875,000  were  under  threshold  review. 
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During  our  review  we  found  it  appears  MSTA*s  seed  capital 
application,  review  and  funding  process  is  adequately  designed. 


Research  and 
Development 
Investments 


Research  and  development  projects  are  science  and  technology 
development  projects  which  fall  into  the  category  of  research 
capability  development,  applied  technology  research,  or  tech- 
nology transfer  and  assistance.   The  board  has  authority  to 
directly  fund  research  and  development  projects  and  to  develop 
alternative  loan  agreements  for  technology  transfer  and  assis- 
tance projects.    In  addition,  the  board  initiated  the  Centers  of 
Excellence  Program  in  1988.   This  program  expanded  funding  of 
research  and  development  projects.    Implementation  of  the 
Centers  of  Excellence  Program  created  a  partnership  between 
MSTA  and  the  University  System. 


Based  on  our  review  of  the  research  and  development  invest- 
ment process  conducted  by  MSTA  and  the  board,  it  appears  they 
have  an  adequate  and  reasonable  process  to  initially  invest  state 
funds  in  research  and  development  projects. 


Management  Controls 


We  noted  some  areas  where  management  controls  could  be 
improved  at  MSTA.  The  following  sections  summarize  areas 
addressed  in  our  audit. 


Management  Information 


Accurate,  current,  and  timely  information  should  be  available  to 
managers.   MSTA's  current  management  system  provides  some 
information.   We  believe  MSTA  should  strengthen  its  current 
management  information  system  to  provide  more  relative  infor- 
mation to  measure  program  success. 


Coals  and  Objectives 


The  role  of  management  entails  directing  the  use  of  limited 
resources  in  the  most  efficient  and  effective  manner  to  fulfill 
the  statutory  purposes  of  a  program.   Establishing  documented 
measurable  goals  and  objectives  is  a  major  step  in  the  process. 
Sections  90-3-503  and  90-3-505,  MCA,  outline  existing  general 
goals  for  seed  capital  projects  and  research  and  development 
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projects.    Establishing  objectives  tied  to  statutory  goals  will  help 
ensure  MSTA's  accountability  and  allow  for  measurement  of 
success.   We  believe  MSTA  should  establish  specific  objectives 
to  achieve  statutory  goals. 


Investmeot  File 
Documentation  and 
Organization 


Maintaining  adequate  and  consistent  files  is  important  to  the 
general  operation  of  MSTA.    Files  should  provide  an  accurate 
record  of  all  activities  associated  with  each  proposed/approved 
investment.   Adequate  documentation  is  also  important  to  sup- 
port decisions  and  actions  taken  by  the  board  and  MSTA  staff. 


Types  of  documentation  and  its  organization  were  not  consistent 
in  all  of  the  MSTA  files  we  reviewed.   We  could  not  determine 
if  MSTA  and  the  board  gave  all  potential  investments  equal  and 
objective  consideration  during  the  evaluation  process.   Partial 
documentation  and  poor  organization  of  files  limited  our  ability 
to  ensure  that  MSTA  is  in  overall  compliance  with  applicable 
laws  and  administrative  rules.   We  recommend  MSTA  adequately 
document  all  project  actions  taken  and  consistently  organize 
project  files. 


Confidentiality  of 
Information 


Section  8.122.615,  ARM,  was  adopted  by  the  board  to  protect 
confidential  information.   This  rule  stipulates  that  public  files 
are  to  be  maintained  and  specifies  what  information  is  to  be 
public.   MSTA  does  not  distinguish  or  separate  public  informa- 
tion from  confidential  information.   We  believe  MSTA  should 
implement  a  file  design  to  distinguish  public  information  from 
confidential  information. 


Funded  Project  Monitoring 


A  monitoring  system  designed  to  review  program  activities  is 
fundamental  to  management  control.  MSTA's  system  should 
ensure  appropriate  monitoring  of  projects. 


A  MSTA  staff  member  or  a  board  member  occupies  a  seat  on 
the  board  of  directors  for  each  seed  capital  investment.    MSTA 
staff  also  keep  in  close  contact  with  seed  capital  project 
principals  and  are  aware  of  the  status  of  each  investment 
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through  telephone  contact  or  occasional  site  visits.  However, 
files  do  not  contain  consistent  or  organized  documentation  of 
conversations,  or  on-site  visits. 

MSTA  staff  do  not  have  as  close  a  contact  with  research  and 
development  investments  as  with  seed  capital  investments. 
Scheduled  on-site  visits  of  the  Centers  of  Excellence  are  not 
conducted,  unless  a  center  purchases  equipment.    MSTA  staff 
are  not  up-to-date  on  the  current  status  of  funded  research  and 
development  projects.   A  MSTA  staff  member  or  a  board  mem- 
ber occupies  a  seat  on  the  board  of  governors  for  each  center. 
A  final  report  is  required  when  the  project  is  completed. 
However,  we  did  not  see  consistent,  on-going  involvement  with 
the  centers  by  MSTA. 

MSTA  needs  to  maintain  consistent  and  organized  documenta- 
tion of  seed  capital  investment  operations  and  activities.   MSTA 
needs  to  strengthen  its  monitoring  of  research  and  development 
investments.   We  recommend  MSTA  define  its  monitoring 
process  for  both  seed  capital  and  research  and  development 
projects. 


Develop  Policies  and  We  identified  a  lack  of  formal  policies  and  procedures  at  MSTA. 

Procedures  Investment  file  documentation  and  organization;  confidentiality 

of  information;  and  funded  project  monitoring  are  areas  which 
could  be  improved  with  formalized  and  standardized  policies 
and  procedures.    Additional  areas  in  which  MSTA  could  develop 
policies  and  procedures  include:   documentation  of  established 
interest  rate;  the  process  of  how  and  when  the  board  will  decide 
if  the  conversion  of  a  debenture,  sale  of  a  warrant,  or  the 
collection  of  principal  and  interest  will  provide  a  reasonable 
return  to  the  state;  guidelines  for  reimbursement  of  costs;  and 
general  office  operations. 

Lack  of  formal  policies  and  procedures  caused  inconsistencies  in 
some  MSTA  operations,  and  may  cause  inconsistencies  in  the 
future.   Without  policies  and  procedures,  staff  may  not  treat 
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potential  investments  consistently  because  formal  direction  is  not 
defined.   We  believe  MSTA  should  establish  formal  policies  and 
procedures  for  all  operations. 
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Introduction 


House  Bill  683  (Chapter  316,  Laws  of  1989)  passed  by  the  51st 
Legislature  requested  a  performance  audit  of  the  goals,  objec- 
tives, and  statutory  duties  of  the  Montana  Board  of  Science  and 
Technology  Development  (the  board).   The  board  administers 
state  funded  venture  capital  and  research  and  development 
investment  programs.   The  Department  of  Commerce  provides 
staff  for  administration  of  board  activities.   These  staff 
members  comprise  the  Montana  Science  and  Technology  Alli- 
ance (MSTA). 


Audit  Objectives 


The  overall  audit  objectives  were  to: 

--     Determine  if  MSTA  is  meeting  legislative  intent. 

--     Determine  and  evaluate  MSTA  management  controls. 

--     Determine  if  MSTA's  files  contain  adequate  documentation 
of  program  operations  and  investments. 

--     Determine  compliance  with  state  laws  and  administrative 
rules. 

--     Follow-up  on  any  significant  issues  identified  during  the 
audit. 


Sa)pe  of  Audit 


We  reviewed  agency  records  and  interviewed  MSTA  staff  and 
Montana  Board  of  Science  and  Technology  Development  mem- 
bers regarding  program  operations.   We  reviewed  management 
controls  to  determine  if: 

--     Goals  and  objectives  are  defined  and  periodically  evaluated. 

--     Program  policies  and  procedures  are  established  and 
enforced. 

--     Management  information  is  adequate  and  reliable. 
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Investment  projects  are  adequately  monitored  and  docu- 
mented. 


Compliance 


We  reviewed  current  and  past  investment  activities  of  the  Seed 
Capital  Program  and  the  Research  and  Development  Program. 
We  reviewed  program  information  covering  the  period  of  time 
since  MSTA  inception,  but  we  concentrated  most  of  our  audit 
work  on  activities  occurring  after  fiscal  year  1988-89.    We  also 
determined  if  investment  information  is  organized  and  files 
contain  required  documentation. 

We  visited  three  funded  seed  capital  project  sites  to  interview 
project  principals  and  tour  each  facility.     We  also  visited  four 
sites  responsible  for  distribution  of  a  portion  of  research  and 
development  funds  (Centers  of  Excellence).   While  visiting  each 
center,  we  interviewed  center  staff  and  personnel  representing 
the  center.     We  also  reviewed  project  files  and  visited  projects 
currently  funded  by  each  center. 

In  addition,  we  contacted  seven  states  to  determine  what  proce- 
dures they  use  and  what  involvement  they  have,  if  any,  with 
venture  capital  investment. 

The  audit  was  conducted  in  accordance  with  government  audit- 
ing standards  for  performance  audits. 


We  tested  MSTA's  compliance  with  state  laws  and  administrative 
rules.   MSTA  compliance  is  discussed  throughout  the  report. 
Since  the  program  is  relatively  new,  it  is  not  yet  possible  to 
measure  compliance  in  terms  of  success  of  the  program.   Condi- 
tion of  MSTA  records  affected  our  ability  to  test  compliance 
with  some  laws  and  administrative  issues.   This  issue  is  discussed 
in  Chapter  IV. 


Management  Memoran- 
dums 


During  the  course  of  our  audit,  we  sent  management  memoran- 
dums to  the  Montana  Science  and  Technology  Alliance  address- 
ing the  following  areas: 


Establishing  policy  to  ensure  all  necessary  provisions  are 
contained  in  each  investment  agreement,  including  provi- 
sions for  audit  and  fiscal  analyst  access  to  records. 
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—     Revising  convertible  debenture  wording  relating  to  the 
provision  for  extending  due  dates  to  ensure  legislative 
intent  is  met. 

We  believe  these  changes  will  improve  MSTA  operations. 


Limited  Scope  Review  Success  in  monetary  terms  for  MSTA  is  difficult  to  predict 

because  its  programs  have  only  been  in  existence  since  July 
1985.    MSTA  is  involved  in  projects  which  are  intended  to  have 
long-term  benefits,  which  are  not  yet  measurable.    As  a  result, 
our  scope  was  limited.   This  area  is  discussed  further  in  Chap- 
ter V. 
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Introduction 


This  chapter  provides  an  overview  of  the  Montana  Board  of 
Science  and  Technology  Development  (the  board)  and  the  Mon- 
tana Science  and  Technology  Alliance  (MSTA). 


Montana  Board  of 
Science  and  Technology 
Development 


The  Montana  Board  of  Science  and  Technology  Development 
consists  of  nine  members  appointed  by  the  Governor.    Member- 
ship of  the  board  includes:    two  members  with  knowledge  of 
early  stage  financing  of  private  businesses;  one  member  with 
knowledge  in  applied  technology  development;  and  at  least  five 
members  from  the  private  sector. 

The  board  governs  the  Montana  Science  and  Technology  Alli- 
ance.  MSTA  administers  two  science  and  technology  develop- 
ment investment  programs.    MSTA  staff  review  potential  invest- 
ments, make  recommendations,  and  complete  follow-up  work  as 
directed  by  the  board.   The  board  has  final  authority  to  make 
science  and  technology  development  project  investments  which 
satisfy  statutory  financing  criteria.   Chapter  III  discusses  the 
review  and  investment  processes  in  more  detail. 


Program  History 


The  1985  Legislature  created  the  board  (Chapter  701,  Laws  of 
1985)  with  funding  from  the  Alternative  Energy  Coal  Tax 
Account.   MSTA  was  designed  to  establish  a  public-private 
sector  partnership  to  encourage  scientific  and  technological 
development  within  Montana. 

In  1987,  the  legislature  authorized  the  board  to  issue  up  to 
$16  million  in  bonds  over  a  five-year  period  (House  Bill  700- 
Chapter  461,  Laws  of  1987).   Bond  proceeds  were  to  be  used  for 
financing  early  or  expansion  stage  companies  trying  to  develop 
and  market  technology-based  products. 

White  V.  the  State  of  Montana.  759  P2d.  971  (1988),  challenged 
the  constitutionality  of  House  Bill  (HB)  700.  In  July  1988,  the 
Montana  Supreme  Court  ruled  against  the  board's  investment 
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authority  and  determined  portions  of  HB  700  to  be  unconstitu- 
tional.  The  legislature  enacted  Chapter  316,  Laws  of  1989,  to 
address  the  following  three  inadequacies  of  HB  700:    1)  violation 
of  the  constitutional  prohibition  against  pledging  the  credit  of 
the  state  to  secure  bonds  whose  proceeds  benefit  private  com- 
panies; 2)  unlawful  delegation  of  legislative  authority;  and  3)  a 
defect  in  the  title  of  the  bill.   Chapter  316  allowed  the  continu- 
ation of  MSTA. 


Program  Summaiy 


MSTA's  purpose  is  to  encourage  innovative,  scientific,  and  tech- 
nological development.   This  program  is  intended  to  advance 
Montana's  economic  growth  and  welfare  by  creating  jobs  and 
expanding  business  opportunities.   Statutorily,  specific  tech- 
nologies MSTA  should  consider  include,  but  are  not  limited  to: 
mineral  technology,  agricultural  technology,  forestry  technology, 
energy  technology,  materials  sciences,  information  sciences, 
biotechnology,  microelectronics  and  computer  sciences,  or 
hazardous  waste  treatment  and  disposal. 


Seed  Capital  Investments 


The  first  type  of  investments  MSTA  makes  are  seed  capital 
investments.   Seed  capital  investments  are  one  type  of  venture 
capital  investment.   Seed  capital  investments  are  high-risk 
investments  which  provide  financing  to  new  or  existing  com- 
panies with  potential  for  a  high  level  of  return.   These 
companies  are  often  entrepreneurial  businesses  in  the  earliest 
stage  of  development.   Venture  capital  is  known  as  equity,  risk, 
or  speculative  investment  capital.    From  inception  through 
August  13,  1990,  the  board  has  committed  funds  to  10  seed 
capital  projects  for  a  total  of  $1,725,750  ($1,406,850  disbursed). 


Examples  of  active  seed  capital  investments  made  by  MSTA 
include: 

—  Controlled  release  delivery  systems  for  the  pharmaceutical, 
insecticide,  and  cosmetics  industries. 

—  Health  care  cost  containment  services  for  self- insured 
employers  and  retiree  groups  in  national  markets. 
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--     Metallic  crystal  optic  materials  for  the  infrared-imaging 
and  laser  industries. 

--     High  performance  affinity  chromatography  products  for  the 
separation,  purification  and  analysis  of  high  value-added 
chemicals,  and  biochemicals. 

--     Remote  electronic  animal  data  systems  for  use  in  animal 
research  and  confinement  operations. 

Appendix  A  provides  a  more  detailed  listing  of  MSTA's  most 
current  project  activity. 


Research  Development  MSTA's  second  type  of  investment  involves  research  and 

Investments  development.    Research  and  development  investments  provide  a 

source  of  funds  to  research  organizations  in  Montana.   These 
funds  are  to  be  used  for  projects  which  have  the  best  techno- 
logical and  commercial  potential  for  the  state.   From  July  I, 
1985,  through  August  13,  1990,  the  board  has  committed  funds 
to  31  research  and  development  projects  for  a  total  of 
$2,648,906  ($2,250,964  disbursed). 

Initially,  the  research  and  development  investment  process  was 
similar  to  the  seed  capital  process,  but  goals  were  different.    All 
projects  were  evaluated  directly  through  MSTA  and  by  the 
board.   Then  in  1988,  the  board  expanded  the  research  and 
development  program  by  initiating  the  Centers  of  Excellence 
Program.   The  program  is  designed  to  upgrade  existing  research 
capabilities  within  Montana's  research  and  development  insti- 
tutions. 

Examples  of  research  and  development  funded  projects  other 
than  those  made  to  Centers  of  Excellence  are  as  follows: 

—     Medical  uses  of  cyclonic  resonance. 

--     Coal  beneficiation. 

--     Domestic  cultivation  of  huckleberries. 
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--     Proposal  for  US  West's  research  center. 
—     Biotechnology  for  sheep  industry. 

Appendix  A  provides  a  more  detailed  listing  of  MSTA's  project 
activity. 

The  Centers  of  Excellence  Program  is  to  emphasize  research 
which  has  potential  for  broader  economic  and  commercial 
development.   MSTA  provides  funds  to  the  centers  for  adminis- 
tration and  allocation  to  research  projects.   The  Centers  of 
Excellence  are:    1)  the  Montana  Entrepreneur  Center  at  the 
University  of  Montana,  Montana  State  University,  and  Eastern 
Montana  College;  2)  the  Center  of  Excellence  in  Advanced 
Minerals  and  Hazardous  Waste  Processing  at  Montana  College  of 
Mineral  Science  and  Technology;  3)  the  Center  of  Excellence  in 
Biotechnology  at  the  University  of  Montana;  and  4)  the  Center 
of  Excellence  in  Advance  Materials  and  Process  Sciences  at 
Montana  State  University. 


Staffing 


Staff  level  for  MSTA  increased  from  2  full-time  equivalent 
(FTE)  positions  at  start-up  to  an  authorized  6  FTE  positions  in 
fiscal  year  1987-88.   Currently,  4.5  positions  are  filled:   an 
executive  director,  two  investment  analysts,  an  accounting 
specialist,  and  a  half-time  program  assistant.   The  sixth  position 
is  a  senior  investment  officer,  which  MSTA  plans  to  fill  in  early 
1991. 


Program  Funding  and 
Expenditures 


The  Montana  Board  of  Science  and  Technology  Development 
has  authority  to  administer  $7.5  million  of  the  state's  In-State 
Investment  Fund  for  seed  capital  project  loans.  This  authority 
expires  on  June  30,  1994.  Funding  for  research  and  develop- 
ment projects,  and  administrative  costs,  for  both  seed  capital 
and  research  and  development  investments,  currently  comes 
from  the  General  Fund. 
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The  following  table  shows  MSTA's  administrative  expenditures 
for  the  last  three  fiscal  years.   These  expenditures  do  not  include 
funds  invested  in  seed  capital  or  research  and  development 
projects. 


Table  1 

MSTA  Administrative  Expenditures  (Unauditec 

1 

Fiscal  Years  1987-88  through  1989-90 

Fiscal  Year 

Category                   1987-88      1988-89 

1989-90 

Personal  Services            $177,993     $117,481 

Operating  Expenses            315,787*     127,845 

Eauicment                    23,282       1.135 

Total  Expenditures         $517,062     $246,461 

$147,478 

132,670 

5.805 

$285,953 

*  Program  changes  required  additional  expenses  for  contracted 
services  and  travel. 

Source:     Compiled  by  the  Office  of  the  Legislative 
Statewide  Budgeting  and  Accounting  System 

Auditor  from 

Payback 


All  payback  of  principal  and  earnings  of  seed  capital  projects 
and  research  and  development  projects  is  to  be  administered 
according  to  statute.    All  payback  from  any  agreements  executed 
by  the  board  prior  to  March  31,  1989,  was  to  be  deposited  to  the 
state  Special  Revenue  Fund  to  the  credit  of  the  Science  and 
Technology  Development  Account. 


After  March  31,  1989,  all  payback  from  research  and  develop- 
ment projects  is  to  be  deposited  to  the  state  Special  Revenue 
Fund.   The  board  has  authority  to  reinvest  funds  within  the 
Science  and  Technology  Development  Account. 

All  payback  from  seed  capital  projects  made  after  March  31, 
1989,  is  to  be  administered  according  to  section  17-6-306, 
MCA.   This  law  requires  100  percent  of  the  principal  to  be 
returned  to  the  In-state  Investment  Fund,  and  allocates  15  per- 
cent of  the  annual  income  and  earnings  to  the  Coal  Severance 
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Tax  Permanent  Fund.   The  remaining  85  percent  of  annual 
income  and  earnings  is  deposited  in  the  General  Fund. 


Other  States  Contacted 


We  contacted  seven  states  in  the  northwest  to  compare  their 
venture  capital  investment  and/or  research  and  development 
programs  with  those  in  Montana. 


Few  similarities  exist  among  the  eight  states.   Montana  combines 
a  statutorily-created  agency  and  a  governor-appointed  board. 
Montana's  MSTA  program  is  state  administered,  state  staffed, 
and  state  funded.   MSTA  invests  state  moneys  in  venture  capital 
investments. 

One  state  we  contacted  also  invests  state  moneys  in  venture 
capital,  like  Montana,  yet  the  investing  is  through  a  private 
firm. 

In  two  states,  venture  capital  investments  are  made  through 
statutorily-created  agencies,  like  Montana.   The  priority  in  these 
states  is  the  number  of  jobs  created  by  the  investments.    Mon- 
tana statute  emphasizes  job  creation  also;  however,  according  to 
MSTA  staff,  the  first  priority  is  return-on-investment,  with  job 
creation  a  second  priority. 

A  fourth  state  we  contacted  has  a  governor-appointed  board 
which  selects  investments,  then  services  the  investments  through 
banks  which  have  also  committed  funds  to  the  investment. 
Based  upon  our  research  of  venture  capital,  most  companies 
funded  by  a  venture  capital  firm  cannot  obtain  initial  financing 
through  banks,  as  is  the  case  of  the  investments  made  by  Mon- 
tana. 

Most  research  and  development  for  the  seven  states,  as  in  Mon- 
tana, is  conducted  at  universities.   Six  of  the  seven  states,  like 
Montana,  have  state-organized  programs  which  channel  funds 
for  research  and  development  directly  to  the  universities.    Based 
upon  interviews,  there  is  a  movement  in  the  states  to  increase 
research  and  development  specific  to  applied  research.    In  all 
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seven  states,  and  Montana,  the  direct  relationship  with  private 
industry  and  research  and  development  appears  to  be  a  priority. 
Appendix  B  contains  specific  information  on  the  states  we  con- 
tacted. 
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Introduction 


MSTA's  role  is  to  foster  the  growth  and  development  of  Mon- 
tana by  funding  science  and  technology  projects.   This  chapter 
summarizes  the  MSTA  investment  process  for  science  and  tech- 
nology projects  which  include: 

--    Seed  Capital  Projects 

--     Research  and  Development  Projects 

According  to  statute,  "all  projects  must  discover,  develop,  trans- 
fer, use,  or  commercialize  existing  or  new  innovative  technology 
in  order  to  strengthen  and  enhance  economic  development  in 
Montana." 


Seed  Capital  Projects 


The  board  makes  seed  capital  investments  in  companies  with 
technological  and  commercial  potential.    According  to  statute, 
financed  projects  must  have  potential  to  achieve  significant 
growth  and  benefit  Montana's  economy. 


When  making  seed  capital  investments,  MSTA  and  the  board  are 
to  accomplish  the  following  statutory  goals: 

--     Assist  innovative  technology  by  providing  a  source  of 
capital  to  the  technology-based  entrepreneurial  sector  of 
Montana; 

--     Provide  financing  and  management  support  for  entrepre- 
neurial companies  attempting  to  develop  products  or 
processes  based  on  innovative  technologies;  and 

--  Provide  a  liaison  between  Montana  entrepreneurial  com- 
panies and  other  investors  to  encourage  a  pool  of  capital 
available  to  technology-based  companies. 

In  order  for  companies  or  individuals  to  receive  seed  capital 
funding,  they  must  participate  in  a  process  which  includes 
submission,  review,  and  approval  of  projects. 
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The  following  figure  illustrates  the  seed  capital  process  followed 
by  MSTA. 


Figure  1 

MSTA 
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Review.  Approval,  and  Funding  Process 
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Compiled  by  the  Office  of  the  Legislative 
Auditor  based  on  staff  interviews  and  review 
of  procedures 
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Executive  Summary  The  initial  step  of  applying  for  seed  capital  is  submission  of  a 

Review  two-page  executive  summary  of  the  project  to  MSTA.    Accord- 

ing to  MSTA's  administrative  rules,  the  summary  should  include 
the  following  items: 

--     A  description  of  the  technology  and/or  product  being 

developed  or  marketed  by  the  company.   There  should  be  a 
particular  emphasis  on  the  proprietary  (exclusive  rights  to  a 
process  or  product)  characteristics  which  will  result  in  a 
competitive  advantage  for  the  company. 

--     A  description  of  the  market  for  the  product,  including 
potential  size,  customers,  and  methods  required  to  sell  the 
product. 

--     A  description  of  the  management  team's  experience  and 
qualifications  relevant  to  the  industry. 

--     An  estimate  of  sales  revenue  and  new  jobs  created  or  exist- 
ing jobs  retained  after  the  fifth  year  of  operation. 

--     The  amount  of  capital  needed  for  the  current  round  of 
financing,  including  other  potential  investors. 

The  executive  summary  is  considered  public  information. 

After  review  of  the  executive  summary  for  completeness,  MSTA 
staff  submit  the  executive  summary  to  the  board  for  its  review. 
The  board  reviews  the  executive  summary  to  see  if  the  project 
meets  basic  financing  criteria  which  addresses  innovative  tech- 
nology, collaboration  between  public  and  private  sectors, 
prospects  for  commercial  success,  creation  of  new  jobs,  match- 
ing funds,  and  a  quality  management  structure.    All  projects 
funded  by  MSTA  are  required  by  statute  to  have  matching 
funds.   This  means  for  each  state  government  dollar  invested  in 
a  company,  a  dollar  from  some  other  source  must  also  be 
invested.   If  the  board  finds  the  executive  summary  meets  basic 
financing  criteria,  the  applicant  is  asked  to  submit  a  business 
plan  and  a  list  of  all  permits  or  licenses  the  company  has 
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acquired  or  will  be  required  to  acquire  from  state  or  federal 
agencies  in  order  to  conduct  its  business. 


Threshold  Review 


Each  business  plan  is  assigned  to  one  MSTA  staff  member  and 
then  evaluated  for  investment  potential.    A  business  plan  should 
include  the  following  items: 

--  Executive  summary 

--  Table  of  contents 

--  Description  of  the  company 

--  Market  analysis  and  marketing  plan 

--  Description  of  the  technology  and  proprietary  features 

--  Manufacturing  or  operations  plan 

—  Organization  and  personnel 

—  Uses  and  requirements  of  funds 
--  Financial  data 

--     Administrative  needs 

This  initial  evaluation,  known  as  threshold  review,  focuses  on 
technology,  market  potential,  quality  of  the  business  plan  and 
management  team.    MSTA  also  reviews  the  company's  list  of 
permits  or  licenses  required  from  state  or  federal  agencies  to 
assure  compliance  with  the  Montana  Environmental  Policy  Act. 
Upon  completion  of  the  threshold  review,  MSTA  staff  present 
their  findings  to  the  board.    If  the  board  decides  to  pursue  the 
investment  opportunity,  the  company  is  requested  to  make  a 
formal  presentation  to  the  board. 


Due  Diligence 


If  the  board  decides  to  pursue  the  investment  opportunity  after 
the  presentation,  MSTA  staff  conduct  a  longer,  more  in-depth 
evaluation.   This  process,  called  due  diligence,  evaluates  all 
aspects  of  the  management  team  and  investors,  potential  cus- 
tomers and  suppliers,  competition,  technology,  and  market 
potential.    If  necessary,  consultants  are  hired  from  the  venture 
capital  field  to  assist  in  this  evaluation  of  the  business  plan. 
After  completion  of  due  diligence,  MSTA  staff  make  financing 
recommendations  to  the  board.    Appendix  A  provides  a  more 
detailed  listing  of  relatively  recent  projects  which  were  denied 
by  MSTA  and  the  board. 
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Board  Decision  oo  Financ- 
ing RecoBnendations 
trom  MSTA 


Approval  by  the  board  results  in  an  investment  term  sheet  being 
sent  to  the  company.  The  investment  term  sheet  summarizes,  in 
general  terms,  the  investment  decision  made  by  the  board. 


MSTA  and  the  board  look  at  each  company's  potential  for 
providing  a  return  on  the  state's  investment.    Return-on- 
investment  is  to  be  long-term,  and  when  realized,  will  be  based 
on  the  company's  future  value. 


MemoraaduB  Agreement 


After  negotiations  between  MSTA  and  the  company,  and  accep- 
tance of  terms,  a  memorandum  agreement  is  drafted  by  MSTA. 


Each  memorandum  agreement  is  specifically  designed  to  the 
needs  of  each  project.    In  general,  memorandum  agreements 
contain:    interest  rate,  amount  and  terms  of  the  loan,  matching 
fund  requirements,  reporting  requirements,  requirement  for  the 
company  to  reside  in  Montana,  and  requirement  for  MSTA  to 
occupy  a  seat  on  the  company's  board  of  directors. 

The  memorandum  agreement  may  contain  provisions  which 
defer  principal  and  interest  payments  until  the  end  of  the  loan 
term.  This  allows  the  selected  company  to  meet  cash  flow  needs 
by  using  funds  usually  reserved  for  short-term  repayments.    By 
statute,  deferment  cannot  exceed  eight  years  from  the  beginning 
of  the  loan. 

The  memorandum  agreement  is  a  formal  agreement,  with  the 
rate  of  return  set,  according  to  statute,   "...  at  a  level  to 
provide  for  a  market  rate  of  return."   Currently,  10.5  percent  is 
the  rate  set  by  the  board. 

Included  in  the  memorandum  agreement  are  features  providing 
for  security  of  MSTA's  investment.   Securities  include  convert- 
ible debentures,  common  stock  purchase  warrants,  or  both.   The 
board  may  purchase  a  debenture  convertible  into  the  company's 
common  stock  equal  to  its  investment.   Stock  value  of  a 
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debenture  is  dependant  on  market  rates,  and  what  the  purchaser 
of  the  debenture  believes  is  important  in  determining  the 
company's  value.   The  board  can  sell  the  debenture  at  any  time 
or  collect  the  debt  from  the  company  at  maturity. 

The  board  can  also  choose  to  use  warrants  as  security.   Common 
stock  purchase  warrants  give  the  holder  the  right  to  purchase  a 
specified  number  of  common  stock  at  a  specific  price  within  a 
given  time  period. 

MSTA  is  prohibited  by  the  Montana  Constitution  from  holding 
equity  shares  in  a  company.    However,  repurchasers  of  MSTA's 
debentures  or  warrants  are  able  to  either  convert  the  debenture 
into  common  stock  or  purchase  common  stock.   As  a  company 
becomes  more  successful,  with  increasing  stock  value,  the 
market  price  of  a  debenture  or  warrant  is  expected  to  rise 
accordingly.   MSTA  anticipates  a  return  of  seven  times  the 
state's  investment  in  seven  years  on  each  project.   To  date,  none 
of  MSTA's  debentures  or  warrants  have  been  repurchased. 


Allocatioa  of  Funds 


Once  the  memorandum  agreement  is  signed,  funds  are  allocated 
to  the  company.   Seed  capital  investments  may  not  exceed 
$350,000  in  any  one  round  of  financing. 


Additional  Rounds  of 
Financing 


Additional  rounds  of  financing  can  be  requested  by  the  com- 
pany through  MSTA.   The  total  amount  invested  in  any  one 
company  may  not  exceed  $750,000. 


If  additional  rounds  of  financing  are  requested,  the  company 
principals  put  together  a  packet  of  information  including  up- 
dated financial  statements  and  a  formal  request  for  additional 
funding.   MSTA  makes  the  funding  recommendation  to  the 
board  for  its  consideration.   Successive  rounds  of  financing  may 
not  occur  within  a  nine-month  period. 
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MSTA  ud  the  Board  Use 
Appropriate  Criteria  When 
Making  Seed  Capital 
laves  tflieats 


To  determine  industry  criteria,  we  contacted  three  out-of-state 
private  venture  capital  firms  and  reviewed  industry-published 
criteria.   Criteria  used  by  the  venture  capital  industry  are  not 
compiled  in  any  one  document  and  no  one  standard  is  recog- 
nized as  being  more  critical  than  another.    Based  upon  our 
review  of  the  industry  documents  and  our  interviews,  we  com- 
piled a  list  of  criteria  relating  to  seed  capital  investments.   The 
criteria  are  as  follows: 

--     Long-term,  on-going  involvement  between  the  venture 
capitalists  and  the  entrepreneurial  team  (between  5-10 
years). 

--     Value-added  venture  investing,  especially  through  strategic 
and  supportive  roles. 

--     Due  diligence  process  includes  management  analysis, 

product  analysis,  market  requirements  and  goals,  and  finan- 
cial requirements  and  goals. 

—     Active  involvement  as  a  member  of  the  Board  of  Directors. 

--     Expectation  of  additional  funds  distributed  in  a  series  of 
steps. 

--     Potential  return  of  five  to  ten  times  the  investment. 

--     Return-on-investment  is  dependant  on  perceived  risk. 

--    Quantitative  analysis  of  each  investment. 

Our  interviews  and  observations  indicate  MSTA  and  the  board 
generally  use  the  above  criteria  when  making  seed  capital 
investments. 


What  Should  MonUna 
Expect  for  Return  on  Seed 
Capital  lavestments? 


The  current  director  of  MSTA  looks  for  the  following  potential 
return-on-investment.    For  every  ten  investments,  three  will 
result  in  a  total  loss,  three  will  return  less  than  the  original 
investment,  three  will  return  principle  and  interest,  plus  some 
economic  impact,  and  one  will  provide  a  substantial  return. 
Each  investment  is  to  be  structured  to  potentially  provide  a 
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substantial  return;  however,  a  substantial  return  on  every  project 
is  not  a  realistic  expectation. 

As  a  comparison,  we  contacted  a  private  venture  capital  firm 
referenced  in  industry  published  criteria.   The  firm  likes  to  see 
ten  times  its  investment  in  five  years;  however,  realistically  only 
10  percent  of  its  portfolio  makes  ten  times  the  investment  in 
five  years.    But,  there  is  no  guarantee  even  for  this  return. 

According  to  MSTA  records  as  of  August  1990,  30  percent 
(5.2  percent  of  total  dollars  committed)  of  the  companies  in 
which  MSTA  has  invested  seed  capital  show  no  return,  10  per- 
cent show  a  potential  return  of  less  than  the  original  investment, 
40  percent  show  a  potential  return  of  principal  and  interest,  and 
20  percent  show  a  potential  return  of  an  amount  greater  than 
principal  and  interest.    However,  due  to  the  long-term  nature  of 
venture  capital  investing,  it  is  too  early  to  determine  the  return 
MSTA's  investment  portfolio  will  provide  to  the  state. 


Montana  Technology  and 
Entrepreneurship  Forum 


The  Montana  Technology  and  Entrepreneurship  Forum  is  an 
annual  venture  capital  forum  sponsored  and/or  hosted  by 
MSTA.   The  forum  is  intended  to  bring  entrepreneurs,  inves- 
tors, and  researchers  together  in  order  to  increase  awareness  of 
technology  development  activities  and  capabilities  in  Montana 
and  the  United  States.     MSTA  hopes  the  forum  will  generate 
investments  in  its  portfolio  companies,  increase  awareness  and 
understanding  of  Montana  entrepreneurial  activity,  and  provide 
a  national  network  of  contacts. 


Conclusion 


In  summary,  it  appears  MSTA's  seed  capital  application,  review, 
and  funding  process  is  adequately  designed.    In  addition,  it 
appears  MSTA  is  filling  a  financial  resource  "gap"  in  Montana. 
Currently,  there  are  no  private  companies  making  venture 
capital  investments  in  Montana. 
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The  annual  venture  capital  forum  appears  to  be  beneficial  to 
Montana  entrepreneurs  and  inventors.    By  sponsoring  the  forum, 
MSTA  is  providing  a  liaison  between  these  two  groups. 

Venture  capital  investments  are  high  risk,  have  a  potential  for 
high  return,  and  are  long-term  commitments.   It  takes  five  to 
ten  years  before  an  investment  will  provide  significant  returns. 
MSTA  is  making  investments  in  companies  which  it  believes 
will  give  the  state  of  Montana  seven  times  its  investment  in 
seven  years. 

As  mentioned  earlier,  it  is  too  early  to  determine  the  success  of 
MSTA's  seed  capital  investments,  even  though  the  process  is 
adequately  designed.   The  board  has  committed  funds  to  10  seed 
capital  projects  since  inception,  for  a  total  of  $1,725,750 
($1,406,850  disbursed).   Of  these  ten  projects,  seven  (70  per- 
cent) are  still  active  investments.   The  seven  businesses  employ 
91  full-time  positions  and  17  part-time  positions.   MSTA  has 
received  a  return  of  $2,804  (0.19%)  from  seed  capital  invest- 
ments, as  of  August  1990. 


Research  and  Develop- 
ment Projects 


Research  and  development  projects  are  science  and  technology 
development  projects  which  fall  into  the  category  of  research 
capability  development,  applied  technology  research,  or  tech- 
nology transfer  and  assistance.   Statutes  require  investments  in 
research  and  development  to  meet  one  of  the  following  goals: 

--    Significantly  upgrade  existing  research  capabilities  within 
Montana's  research  and  development  institutions  and  organ- 
izations; 

--     Provide  financial  support  to  individual  research  projects 
which  have  significant  potential  to  advance  technology 
development  in-state,  or  be  readily  commercialized  upon 
completion  of  the  research  phase;  or 

--     Assist  the  process  of  transferring  research  from  the  labor- 
atory to  the  commercial  market  place. 
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Until  creation  of  the  Centers  of  Excellence,  the  research  and 
development  funding  process  was  similar  to  the  seed  capital 
process  in  that  all  proposals  were  reviewed  and  funded  directly 
through  MSTA.   There  were  no  dollar  limits  set  for  project 
funding.   Individual  projects  funded  prior  to  February  1988 
ranged  from  $7,100  to  $350,000. 


Centers  of  Excellence 


The  Centers  of  Excellence  Program  began  in  February  1988,  and 
expanded  MSTA's  funding  of  research  and  development  pro- 
jects.   Implementation  of  the  Centers  of  Excellence  Program 
created  a  partnership  between  MSTA  and  the  University  System. 
MSTA  requested  and  received  proposals  from  each  center. 
Center  proposals  were  provided  to  the  board  for  its  considera- 
tion after  review  by  MSTA. 


Once  the  board  approved  the  proposal  and  authorized  funding 
for  a  center,  a  contract  called  a  financing  agreement  was  signed 
by  the  center,  the  individual  university  unit  where  the  center 
was  located,  the  Montana  Board  of  Science  and  Technology 
Development,  and  MSTA.    Funds  were  then  disbursed  as  needed 
for  administrative  costs,  and  individual  project  funding.   Since 
February  1988,  the  board  has  committed  $1,049,840  ($743,382 
disbursed)  to  the  Centers  of  Excellence  Program. 

Each  center  is  administered  by  a  governing  board  composed  of 
public  and  private  sector  participants.    MSTA's  executive 
director,  a  staff  member,  or  a  member  of  the  Montana  Board  of 
Science  and  Technology  Development  sits  on  each  center's 
governing  board.   These  governing  boards  are  responsible  for 
determining  policies  and  procedures,  recommending  guidelines 
for  research,  and  making  individual  research  awards. 

The  following  figure  illustrates  the  review,  approval,  and  fund- 
ing processes  for  research  and  development  awards  through  the 
Centers  of  Excellence. 
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Figure  2 

Centers  of  Excellence 

Research  and  Development 

Review.  Approval,  and  Funding  Process 
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Signed 
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Ends 


Hatching 

Funds 
Received 


Request 
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Funding 


Source:  Compiled  by  the  Office  of  the  Legislative  Auditor 
based  on  staff  interviews  and  review  of  procedures 


Review  Process 


Governing  boards  send  out  requests  for  proposals  specific  to  the 
technology  emphasis  of  the  center.   Once  received,  proposals  are 
reviewed  by  the  governing  boards.   In  some  instances,  the 
boards  request  reviews  of  the  project  proposal  by  experts  in  the 
specific  technology  field. 


Approval  Process 


The  governing  boards  approve  research  proposals  for  potential 
funding.    Each  center's  board  of  governors  has  developed 
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criteria  specific  to  the  emphasis  of  the  center  for  use  in  deter- 
mining  which  projects  to  fund.   Once  a  research  project  is 
approved  by  the  governing  board,  a  research  agreement  is 
signed.   Required  signatures  include  the  individual  responsible 
for  the  research  project,  the  center  director,  a  university/college 
official,  and  MSTA. 


Funding  Process 


Research  and  development  projects  are  required  to  have  dollar- 
for-doUar  matching  funds  like  seed  capital  projects.    MSTA  will 
not  allocate  funds  until  matching  funds  are  verified,  the 
research  agreement  is  signed,  and  an  authorized  request  for 
funding  is  received  from  the  center's  director. 


Direct  Funding  of 
Research  and  Development 
Projects 


The  Montana  Board  of  Science  and  Technology  Development 
also  has  authority  to  fund  research  and  development  projects 
directly.   The  process  for  funding  direct  research  and  develop- 
ment projects  is  basically  the  same  as  the  funding  process  for 
seed  capital  funding.    After  acceptance  of  terms,  a  financing 
agreement  is  developed  and  signed.    From  inception  through 
August  1990,  the  board  has  directly  committed  funds  to  18 
research  and  development  projects  totalling  $1,417,489 
($1,328,877  disbursed). 


Alternative  Agreements 
for  Research  and 
Development 


The  board  has  statutory  authority  to  develop  alternative  loan 
agreements  for  technology  transfer  and  assistance  projects. 
Payback  for  this  type  of  research  and  development  loan  may  be 
realized  in  terms  of  indirect  benefits  related  to  the  goals  and 
criteria  of  the  program.    No  more  than  10  percent  of  the  board's 
annual  allocation  of  research  and  development  funds  may  be 
used  in  this  way.    We  estimate  since  inception,  MSTA  has  struc- 
tured nine  research  and  development  project  loans  totalling 
$181,577  ($178,705  disbursed)  in  this  manner.    For  example,  the 
second  annual  venture  capital  forum  received  $8,577.    For  a 
complete  list  of  research  and  development  projects  funded  see 
Appendix  A. 
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Re  tu  in  -  Oa  -  !■  vestmen  t 
froH  Research  aad 
Developaeat 


If  research  and  development  projects  generate  revenue,  MSTA 
receives  a  royalty  of  up  to  5  percent  annually.   Revenues  from 
research  and  development  projects  may  not  be  realized  immedi- 
ately; however,  financing  agreements  and  research  agreements 
include  the  potential  for  return-of-investment.   Typically, 
financing  agreements  and  research  agreements  stipulate  royalties 
will  continue  until  MSTA  has  received  two  times  its  initial 
investment. 


Coaclusioa 


Based  on  our  review  of  the  research  and  development  invest- 
ment process  conducted  by  MSTA  and  the  board,  it  appears  they 
have  an  adequate  and  reasonable  process  to  initially  invest  state 
funds  in  research  and  development.   The  adequacy  of  monitor- 
ing of  projects  is  discussed  in  the  next  chapter. 


As  with  the  seed  capital  program,  we  could  not  evaluate  the 
monetary  success  of  the  research  and  development  program. 
Revenues  from  research  and  development,  if  any,  are  not 
realized  immediately.    In  addition,  the  research  and  development 
program  is  designed  to  show  a  smaller  return  on  investment  than 
the  seed  capital  program. 

The  board  has  committed  funds  to  31  research  and  development 
projects  since  1985,  for  a  total  of  $2,648,906  ($2,250,964  dis- 
bursed).  Job  creation  information  is  unavailable  from  MSTA. 
However,  the  centers  estimate  4  full-time  and  37  part-time  jobs 
have  been  created  through  the  Centers  of  Excellence  program. 
As  of  August  1990,  MSTA  has  received  a  return  of  $3,975 
(0.17  percent)  from  research  and  development  investments. 

Future  funding  for  research  and  development  projects  is  a  con- 
cern for  MSTA.    Both  MSTA  and  the  university  system  are 
working  together  to  develop  expanded  funding  for  research  and 
development  in  the  state  of  Montana.    MSTA,  through  the 
Department  of  Commerce,  will  draft  legislation  for  considera- 
tion during  the  1991  Legislature.   This  legislation  will  provide 
for  continued  funding  of  research  and  development. 
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Introduction 


During  our  audit  we  reviewed  MSTA  operations  and  functions 
to  determine  if  basic  management  controls  are  in  place.    Man- 
agement controls  include  all  plans,  goals  and  objectives,  policies 
and  procedures,  and  practices  needed  to  realize  the  intent  of  an 
organization. 

A  good  system  of  management  control  should  include: 

--     A  statement  of  the  goals  and  objectives  for  the  entity. 

--     A  plan  of  organization  for  accomplishing  the  objectives. 

--     An  established  system  of  appropriate  policies  and  proce- 
dures. 

—     An  effective  system  of  review  at  all  levels  to  assure  appro- 
priate policies  and  procedures  are  carried  out. 

We  noted  some  areas  where  management  control  could  be 
improved  at  MSTA.   The  following  sections  discuss  our  find- 
ings. 


Management 
Information 


Accurate,  current,  and  timely  information  should  be  available  to 
managers  so  appropriate  decisions  can  be  made.    Management 
information  for  MSTA  should: 

--     Address  specific  informational  needs  of  both  the  seed 
capital,  and  research  and  development  programs; 

--     Be  gathered,  processed,  and  provided  to  staff  who  need  and 
use  it;  and 

--     Be  reliable. 

MSTA  uses  a  "deal  log"  to  assemble  its  management  information. 
The  deal  log  provides  limited  information  on  projects  funded, 
projects  denied,  and  projects  pending.    MSTA  also  publishes  a 
biennial  report  prior  to  regular  legislative  sessions.    The  report 
documents,  among  other  things,  potential  jobs  created  by 
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investments  and  dollars  invested.    By  using  the  deal  log  and  the 
biennial  report,  MSTA  management  believes  it  and  the  board 
are  adequately  informed. 

While  MSTA  management  believes  the  deal  log  is  the  easiest  way 
to  document  and  control  activities  of  investments,  we  do  not 
believe  the  deal  log  or  the  biennial  report  provide  all  necessary 
information  to  ensure  adequate  management  control  at  MSTA. 
For  example,  the  deal  log  does  not  distinguish  loan  payback 
structure,  thus  we  had  to  estimate  total  activity  based  on  other 
information.   The  deal  log  does  not  contain  information  regard- 
ing Center  of  Excellence  activity.   During  our  audit,  we 
reviewed  a  center's  budget  information  which  indicated  over 
spending  on  equipment.   Our  follow-up  work  indicated  MSTA 
staff  were  unaware  of  the  situation  and  did  not  have  any  docu- 
mentation.   In  addition,  we  asked  MSTA  for  current  staff 
numbers  at  funded  project  sites,  but  MSTA  did  not  have 
updated  information. 

If  MSTA  does  not  regularly  update  program  information,  it 
cannot  accurately  measure  and  report  program  progress,  success, 
or  failure.   With  its  current  management  information  system, 
MSTA  cannot  accurately  measure  success  relating  to  program 
goals  for  job  creation  and  return-on-investment.    In  addition, 
MSTA  has  not  established  a  systematic  method  for  obtaining 
information.   This  area  is  discussed  later  in  this  chapter.   The 
following  is  data  which  could  enhance  MSTA's  current  manage- 
ment information. 

Specific  to  seed  capital  projects,  MSTA  could  document  and 
evaluate  the  following: 

--     Current  or  future  sales  contracts  to  provide  MSTA  with  a 
measure  of  the  future  financing  needs  of  an  investment. 

—     Current  staffing  levels  and  salaries  of  the  firms  receiving 
funding  to  provide  information  on  actual  jobs  created  and 
the  estimated  economic  impact  from  the  creation  of  those 
jobs. 
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--     Invention  disclosures  which  are  filed  or  will  be  filed,  to 
provide  MSTA  with  a  method  of  evaluating  the  progress  of 
the  project. 

Additional  management  information  specific  to  research  and 
development  projects  could  include: 

--     Funding  from  other  sources  to  allow  MSTA  to  evaluate 
potential  market  trends  for  certain  types  of  projects. 

--     Number  of  research  faculty,  support  staff,  and  research 
assistants  to  provide  a  reporting  method  of  the  creation  of 
jobs  and  economic  impact  of  the  research  and  development 
project. 

--     Invention  disclosure  information  to  provide  MSTA  with  an 
evaluation  method  of  project  progress. 

This  type  of  management  information  will  enable  MSTA  to 
better  evaluate  and  measure  program  success  according  to  statu- 
tory goals. 


Recommendation  #1 

We  recommend  MSTA  strengthen  its  current  management 
information  system  to  provide  more  relative  information  to 
measure  program  success. 


Goals  and  Objectives  The  role  of  management  entails  directing  the  use  of  limited 

resources  in  the  most  efficient  and  effective  manner  to  fulfill 
the  statutory  purposes  of  a  program.    Establishing  documented 
measurable  goals  and  objectives  is  a  major  step  in  the  process. 
Section  17-7-123,  MCA,  emphasizes  the  importance  of  a  state 
entity  to  develop  a  statement  of  goals  and  objectives  by  requir- 
ing "...a  statement  of  departmental  goals  and  objectives  and  a 
statement  of  goals  and  objectives  for  each  program  of  the 
department..."   be  submitted  with  the  department's  executive 
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budget.  A  subsequent  step  to  formation  of  goals  and  objectives 
is  to  periodically  review  program  progress  by  measuring  attain- 
ment of  goals  and  objectives. 

Sections  90-3-503  and  90-3-505,  MCA,  outline  existing  general 
goals  for  seed  capital  projects  and  research  and  development 
projects.  These  goals  are  to: 

--     Assist  in  the  development  of  innovative  technology  in  the 
state. 

—  Provide  financing  and  follow-along  management  support. 

—  Provide  a  liaison  between  Montana  companies  and  other 
investors. 

--     Significantly  upgrade  existing  research  capabilities  in  the 
state. 

--     Provide  financial  support  to  research  projects. 

—  Facilitate  the  process  of  transferring  research  from  the 
laboratory  to  the  marketplace. 

During  our  review,  we  identified  the  need  for  a  process  which 
involves  developing  measurable  objectives  to  help  management 
and  the  public  appraise  MSTA's  success.   For  example: 

--     MSTA  could  develop  objectives  specific  to  investment 
opportunities  in  Montana.    Review  of  Montana's  market 
will  allow  MSTA  to  consider  investments  which  will  meet 
the  demand  of  the  market  place.    MSTA  could  measure  how 
it  assists  in  the  development  of  innovative  technology  with 
annual  evaluations  of  technology  trends  in  and  around 
Montana.   This  would  enable  MSTA  to  establish  priorities 
for  technological  investments. 

--     MSTA  currently  co-sponsors  an  annual  forum  to  expose 
Montana  companies  to  potential  investors.    MSTA  could 
establish  objectives  for  conducting  annual  forums,  evaluat- 
ing forum  results,  and  researching  new  technology.   This 
would  increase  future  liaison  effectiveness  by  providing  a 
method  for  measuring  forum  success. 
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--     MSTA  could  establish  an  objective  to  identify  research 
deficiencies  in  Montana.    Results  would  show  areas  which 
need  to  be  upgraded.    With  Montana's  changing  economic 
environment,  it  is  beneficial  for  MSTA  to  establish  objec- 
tives specific  to  upgrading  the  state's  research  capabilities. 

—     MSTA  and  the  board  have  recognized  that  to  increase  tech- 
nological advancement  in  Montana,  laboratory  research 
should  be  transferred  to  the  market  place  as  efficiently  as 
possible.    MSTA  should  develop  objectives  for  providing 
assistance  and  direction  for  this  transfer.    Established 
objectives  could  help  Montana's  economy  by  enabling 
MSTA  to  further  Montana's  technological  market  place. 

Establishing  objectives  tied  to  statutory  goals  will  help  ensure 
MSTA's  accountability  and  allow  for  measurement  of  success. 
MSTA  requires  each  project  it  invests  in  to  establish  goals  and 
objectives  for  these  purposes.   Objectives  for  MSTA  will 
provide  the  staff  with  information  and  guidance  to  accomplish 
statutory  goals. 

Although  MSTA  staff  believe  current  statutes  are  specific 
enough  to  provide  guidance,  we  believe  MSTA  would  benefit 
from  the  development  of  measurable  objectives. 


Recommendation  #2 

We  recommend  MSTA  establish  specific  objectives  to 
achieve  statutory  goals. 


Investment  File  Docu- 
mentation and  Organi- 
zation 


Maintaining  adequate  and  consistent  files  is  important  to  the 
general  operation  of  MSTA.   Files  should  provide  an  accurate 
record  of  all  activities  associated  with  each  proposed/approved 
investment.    Adequate  documentation  is  also  important  to  sup- 
port decisions  and  actions  taken  by  the  board  and  MSTA  staff. 
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MSTA's  rules  (Section  8.122.615,  ARM)  stipulate  files  must  con- 
tain complete  application  information  including  all  written 
documents  received  or  prepared,  and  documentation  of  how  the 
financing  decision  was  made.   We  believe  file  information 
should  also  contain  documents  related  to  investment  activity, 
including:   executive  summaries,  business  plans,  threshold 
reviews,  due  diligence  communications  and  determinations, 
memorandum  or  financing  agreements,  amendments,  financial 
reports,  board  minutes,  and  other  miscellaneous  communications 
pertinent  to  the  investment. 

File  information  should  contain  documentation  of  all  project 
activity  and  be  kept  up-to-date.   An  independent  reviewer  and 
any  MSTA  staff  member,  including  new  employees,  should  be 
able  to  review  a  file  and,  from  that  review,  obtain  an  exact 
history  of  project  activity  up  to  the  time  of  review. 

We  reviewed  28  out  of  107  files  at  MSTA.   The  following  is  a 
list  of  seed  capital  and  research  and  development  files  reviewed: 

--  Eight  funded  seed  capital  files; 

--  Nine  executive  summary/business  plan  denied  files; 

—  Three  executive  summary  pending  files; 

—  Four  executive  summary/business  plan  requested  files; 
--  One  business  plan  received  file;  and 

--     Three  funded  research  and  development  files. 

Types  of  documentation  and  its  organization  was  not  consistent 
in  all  files  reviewed.   Some  files  documented  board  decisions, 
while  others  did  not. 

File  contents  are  placed  in  files  indiscriminately.   Some  files  are 
in  date  order,  while  others  are  in  topic  order.    Files  are  not 
organized  the  same.    MSTA's  funding  process  is  completed  in 
stages  and  files  should  reflect  this  process.    Eighteen  of  the  files 
reviewed  contained  duplicate  documentation.    Appropriate 
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organization  of  files  will  help  ensure  adequate  file  information 
is  maintained.   Executive  summaries,  business  plans,  reviews, 
decisions,  agreements,  and  other  documentation  should  be  main- 
tained and  organized  similarly  for  each  file. 

For  example,  while  reviewing  one  funded  research  and  develop- 
ment file,  we  were  unable  to  determine  from  documentation  if: 

--  The  investment  created  potential  for  marketable  research; 

--  The  project  directly  involved  university  research; 

--  Research  design  was  the  intent  of  the  project; 

--  Project  milestones  were  tied  to  allocation  of  funds;  or 

--     The  purpose  of  the  project  was  to  produce  intellectual 
property,  such  as  patents,  copyrights,  or  trademarks. 

The  five  items  address  statutory  criteria.   None  of  the  three 
funded  research  and  development  project  files  had  documented 
review  of  the  executive  summary,  or  documented  review  of  the 
proposal  for  completeness  and  compliance. 

We  could  not  determine  if  MSTA  and  the  board  gave  all  poten- 
tial investments  equal  and  objective  consideration  during  the 
evaluation  process.   In  addition,  some  files  did  not  contain 
adequate  documentation  to  support  decisions  made  by  the  board 
and  MSTA  staff.   Partial  documentation  and  poor  organization 
of  files  limited  our  ability  to  ensure  that  MSTA  is  in  overall 
compliance  with  applicable  laws  and  administrative  rules. 

Any  new  personnel  hired  by  MSTA  may  have  difficulty  deter- 
mining the  status  of  investments  based  upon  the  contents  of 
files.    MSTA  has  a  small  number  of  staff  and  has  experienced 
turnover  in  the  past.   The  current  executive  director  is  the  third 
for  MSTA.   Future  staff  turnover  could  cause  problems  because 
cases  are  assigned  to  individual  staff  members. 
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MSTA  agrees  with  our  findings  relative  to  file  organization.   It 
intends  to  correct  the  discrepancies  and  organize  files  in  a 
consistent,  orderly  fashion. 


Recommendation  #3 
We  recommend  MSTA: 

A.  Adequately  document  all  seed  capital  and  research 
and  development  project  actions  taken. 

B.  Consistently  organize  documentation  in  files. 


Confidentiality  of  Infor- 
mation 


The  board  adopted  Section  8.122.615,  ARM,  to  protect  confi- 
dential information.   This  rule  also  stipulates  that  public  files 
are  to  be  maintained  and  specifies  what  information  is  to  be 
public.   The  following  is  a  list  of  information  considered  public: 

--     Each  completed  application  received; 

--     All  written  documents  received  or  prepared  concerning 
items  in  the  rules; 

--     The  executive  director's  recommendation  to  the  board 
regarding  items  in  the  rules  and  his  recommendation  for 
approval  or  denial  of  the  application;  and 

—     A  brief  statement  of  the  board's  action  regarding  the  appli- 
cation, including  the  board's  approval  or  disapproval  of  the 
application,  the  terms  and  interest  rate  of  financing,  and 
the  loan  repayment  schedule  and  record. 

All  other  information,  unless  otherwise  required  by  law,  is 
treated  as  confidential  by  the  board. 

MSTA  does  not  distinguish  or  separate  public  information  from 
confidential  information.    All  information  related  to  each 
investment  proposal  is  contained  in  one  file. 
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If  public  information  is  not  distinguished  and  maintained,  there 
is  potential  for  confidential  information  to  be  inadvertently 
released  for  public  review.   Because  MSTA  has  not  defined 
specific  policies  and  procedures  to  address  or  ensure  confiden- 
tiality, a  staff  member  could  accidentally  disclose  confidential 
information.    MSTA's  reputation  in  the  business  community, 
which  is  crucial  to  its  success  according  to  MSTA  management, 
could  be  adversely  affected. 

According  to  MSTA  staff,  no  one  has  requested  to  review  any 
public  information,  so  separation  of  public  information  from 
confidential  information  has  not  been  necessary.    MSTA  agrees 
there  is  need  for  improvement  in  handling  of  confidential  infor- 
mation and  has  developed  separate  public  information  folders 
for  each  file. 


Recommendation  #4 

We  recommend  MSTA  implement  a  file  design  to  provide 
public  and  confidential  information. 


Funded  Project  Moni- 
toring 


A  monitoring  system  designed  to  review  program  activities  is 
fundamental  to  management  control.    MSTA's  system  should 
ensure  appropriate  monitoring  of  projects.    Adequate  monitoring 
should  include  scheduled  on-site  visits,  effective  communica- 
tion, and  documentation  of  the  monitoring  process  and  results. 

During  the  audit,  we  evaluated  how  projects  are  monitored.    We 
found  MSTA  does  not  adequately  document  monitoring  of 
funded  seed  capital  projects.   In  addition,  MSTA  does  not  ade- 
quately monitor  funded  research  and  development  projects.   The 
following  sections  address  these  issues. 
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Seed  Capital  Projects 


Currently,  a  MSTA  staff  member  or  a  board  member  occupies  a 
seat  on  the  board  of  directors  for  each  seed  capital  investment. 
MSTA  requires  each  company  to  establish  policies  and 
procedures,  and  goals  and  objectives;  requires  management  to 
understand  the  future  cash  needs  of  the  company;  ensures  there 
is  a  plan  for  raising  additional  capital;  makes  sure  the  company 
is  aware  of  future  technology  and  is  keeping  pace  with  industry; 
and  reviews  monthly  financial  statements. 


MSTA  officials  call  this  "value-added"  management.   MSTA 
staff  became  part  of  the  management  team,  with  the  goal  of 
adding  value  to  the  company.   MSTA  does  not  control  the  com- 
pany, it  provides  input  and  expertise  as  a  partner. 

Based  upon  observations  and  interviews  with  MSTA  staff  and 
seed  capital  principals,  it  appears  MSTA  staff  are  knowledgeable 
of  seed  capital  investments.   MSTA  staff  keep  in  close  contact 
with  project  principals  and  are  aware  of  the  status  of  each 
investment  through  telephone  contact  or  occasional  site  visits. 
However,  files  do  not  contain  consistent  or  organized  document- 
ation of  conversations,  or  on-site  visits. 

Monitoring  of  project  facilities  provides  project  management 
with  a  chance  to  informally  communicate  with  MSTA  staff.    If 
there  is  turnover  of  personnel  responsible  for  a  certain  invest- 
ment, documented  monitoring  will  ensure  consistency  when 
dealing  with  project  principals. 


Research  and  Development 
Projects 


Based  upon  our  review,  we  found  MSTA  staff  do  not  have  as 
close  a  contact  with  research  and  development  investments  as 
with  seed  capital  investments.   Scheduled  on-site  visits  of  the 
centers  are  not  conducted,  unless  a  center  purchases  equipment. 
MSTA  staff  are  not  up-to-date  on  the  current  status  of  funded 
research  and  development  projects. 


MSTA  staff  members  occupy  a  seat  on  the  board  of  governors 
for  each  center  and  require  a  final  report  when  the  project  is 
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completed.     However,  we  did  not  see  consistent,  on-going 
involvement  with  the  centers  by  MSTA.    Interviews  with  board 
members  also  indicated  their  concerns  of  limited  involvement 
with  center  personnel. 

While  visiting  the  Centers  of  Excellence,  the  following  issues 
were  brought  to  our  attention: 

--     At  one  center,  no  one  realized  commercialization  reports  or 
return-on-investment  are  necessary.    Both  are  required  in 
MSTA's  financing  agreement. 

—  One  center's  budget  showed  65.9  percent  over  spending  in 
one  line  item.    MSTA  staff  were  unaware  of  the  situation. 

—  Two  centers  expressed  concerns  with  communication  with 
MSTA  after  they  received  funding. 

Communication  during  the  monitoring  process  is  important. 
MSTA  is  the  responsible  partner  in  these  investments;  therefore, 
it  should  monitor  the  investments  to  ensure  compliance. 

If  a  recipient  does  not  comply  with  the  financing  agreement, 
MSTA  staff  said  the  board  will  not  authorize  additional  funding. 
Without  adequate  monitoring,  the  centers  and  other  funded 
research  and  development  projects  could  be  in  noncompliance, 
and  MSTA  and  the  center  could  be  unaware  of  the  situation. 
There  is  also  potential  for  inappropriate  use  of  funds  if  adequate 
monitoring  procedures  are  not  in  place. 

MSTA  uses  statutes  for  policies  and  procedures.    However,  the 
law  does  not  address  monitoring.    MSTA  staff  believe  they 
adequately  monitor  research  and  development  projects  through 
review  of  progress  reports  and  by  occupying  a  seat  on  the  board 
of  governors  for  each  center. 


Page  37 


Chapter  IV 

Program  Administration 


Summary 


An  adequate  monitoring  system  could  include  on-site  visits, 
effective  communication,  and  documentation  of  the  monitoring 
process  and  results. 


MSTA  needs  to   maintain  consistent  and  organized  documenta- 
tion of  seed  capital  investment  operations  and  activities. 

MSTA  needs  to  strengthen  its  monitoring  of  research  and 
development  investments.   This  can  be  accomplished  by  defining 
a  process  which  provides  for  on-site  visits  of  projects  and 
maintains  effective  communication  with  project  principals. 


Recommendation  #5 

We  recommend  MSTA  define  its  monitoring  process  for 
seed  capital  and  research  and  development  projects. 


Develop  Policies  and 
Procedures 


Throughout  the  audit  at  MSTA,  we  identified  a  lack  of  formal 
policies  and  procedures.   MSTA  staff  and  the  board  rely  upon 
laws  and  administrative  rules,  plus  informal  and  verbal  direction 
for  control  of  operations.   The  areas  we  have  previously 
addressed,  investment  file  documentation  and  organization, 
confidentiality  of  information,  and  funded  project  monitoring, 
could  be  improved  by  formalizing  and  standardizing  policies  and 
procedures. 


In  addition  to  the  previously  discussed  areas,  MSTA  could 
develop  policies  and  procedures  for: 

Establishing  interest  rate  -  MSTA  should  document  the  process 
of  how  the  board  established  the  current  10.5  percent  interest 
rate  for  investments.    In  addition,  MSTA  should  document  the 
process  the  board  has  established  for  periodic  review  of  this 
interest  rate. 
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Investment  payback  -  MSTA  should  document  the  process  of 
how  and  when  the  board  will  decide  if  the  conversion  of  a 
debenture,  sale  of  a  warrant,  or  the  collection  of  principal  and 
interest  will  provide  a  reasonable  return  to  the  state. 

Guidelines  for  reimbursement  of  costs  -  Because  responsibility 
for  costs  associated  with  threshold  and  due  diligence  review,  and 
legal  services  have  the  potential  to  be  negotiated  during  future 
financing,  MSTA  should  establish  guidelines  specific  to  the 
kinds  of  reimbursable  costs  which  can  be  negotiated,  and  limits 
regarding  reimbursable  costs. 

General  office  operations  -  Included  in  this  area  could  be 
policies  for  office  organization,  business  hours,  consultation 
with  contractors,  and  staff  training. 

Lack  of  formal  policies  and  procedures  caused  inconsistencies  in 
some  MSTA  operations,  and  may  cause  inconsistencies  in  the 
future.    Without  policies  and  procedures,  staff  may  not  treat 
potential  investments  consistently  because  formal  direction  is  not 
defined.   MSTA  and  the  board  are  also  limiting  efficiency  and 
effectiveness  without  formal  policies  and  procedures.   Estab- 
lished policies  and  procedures  provide  specific  direction  for  new 
staff  and  provide  clarification  of  issues  for  current  staff. 

MSTA  staff  said  they  follow  certain  administrative  steps,  but 
nothing  is  formal.   MSTA  and  the  board  should  recognize  the 
importance  of,  and  establish,  adequate  policies  and  procedures 
for  all  operations. 


Recommendation  #6 

We  recommend  MSTA  establish  formal  polices  and 
procedures  for  all  operations. 
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Summary 


Management  Control 


In  summary,  our  audit  results  address  two  main  issues: 

1.  MSTA  needs  to  improve  management  controls  over  program 
operations;  and 

2.  It  is  too  early  to  determine  success  of  MSTA. 


While  the  application,  review  and  funding  processes  for  seed 
capital  and  research  and  development  investments  appear  to  be 
adequately  designed,  implementation  of  adequate  management 
controls  will  improve  program  operations.   Our  audit  work  indi- 
cates: 


--     Management  information  used  by  MSTA  needs  to  be 

strengthened  to  provide  appropriate  information  to  measure 
program  success. 

--    Objectives  should  be  established  to  accomplish  statutory 
goals. 

--    MSTA  should  follow  established  administrative  rules  related 
to  public  and  confidential  information. 

--     Overall  file  documentation  needs  to  be  improved  including 
documentation  of  seed  capital  investments  and  the  monitor- 
ing process. 

--     MSTA  should  establish  an  adequate  monitoring  process  for 
research  and  development  investments. 

--     There  is  a  need  for  formal  policies  and  procedures. 

MSTA  has  a  responsibility  to  the  public  to  assure  public  funds 
are  expended  appropriately  and  in  compliance  with  laws  and 
administrative  rules.   Strengthened  management  controls  will 
enable  MSTA  to  adequately  meet  these  responsibilities  and  also 
improve  administration  of  MSTA  operations. 
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Program  Status 


MSTA  is  involved  in  investments  intended  to  provide  long-term 
benefits  which  are  not  yet  determinable.   Program  results  to  date 
are  limited.   As  of  August  1990,  MSTA  has  committed 
$4,374,656  overall  ($3,657,814  disbursed),  in  a  total  of  41 
projects,  including  both  seed  capital  and  research  and  develop- 
ment.  Investments  have  shown  a  total  return-on-investment  of 
$6,779.    MSTA  investments  have  also  assisted  in  the  creation  of 
95  full-time  positions  and  54  part-time  positions.    With  the 
doUar-for-dollar  matching  fund  requirement,  there  has  been  an 
additional  $3.6  million  invested  in  Montana's  economy  over  the 
past  five  years. 


Given  program  goals  of  a  return  of  seven  times  the  investment 
after  seven  years,  it  is  too  early  to  determine  if  MSTA  is  a 
successful  program.   We  believe  future  review  of  MSTA  will  be 
necessary  to  adequately  determine  program  success  and  the  need 
for  state  involvement  in  the  seed  capital  investment  industry. 
Future  audit  work  should  be  scheduled  prior  to  the  statutory 
termination  of  funding  for  seed  capital  investments  in  1994. 
This  would  enable  the  legislature  to  measure  the  success  of 
MSTA  and  its  programs. 
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CHARLES  A.  BROOKE.  DIRECTOR 
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MONTANA  DEPARTMENT  OF  COMMERCE 


January  8,  1991 


M24  9TH  AVENUE 

HELENA.  MONTANA  59620  OSOl 

(4061  444  3494        FAX:  (406)  444  2903 


Dave  Gould 

Performance  Audit  Manager 

Office  of  the  Legislative  Auditor 

State  Capitol 

Helena,  Montana   59620 


8i99: 


Dear  Mr.  Gould: 

We  have  completed  our  review  of  the  Performance  Audit  Report  on 
the  Montana  Board  of  Science  and  Technology  Development  and  the 
Science  and  Technology  Alliance,  and  offer  the  following 
responses  to  the  recommendations  contained  in  that  report. 

Recommendation  #1 

We  recommend  MSTA  strengthen  its  current  management  information 
system  (MIS)  to  provide  more  relative  information  to  measure 
program  success. 

Reply  -  Agree 

Although  we  feel  the  MIS  for  the  seed  capital  program  is 
adequate,  we  do  agree  that  some  improvements  could  be  made. 
Those  improvements  are  already  being  implemented.   A  MIS  for  the 
research  and  development  program  is  certainly  warranted,  and  the 
appropriate  improvements  will  be  put  in  place  this  year. 

Recommendation  #2 

We  recommend  MSTA  establish  objectives  to  achieve  statutory 
goa 1 s  . 

Reply  -  Agree 

Discussion  has  already  been  initiated  with  the  Board  and  specific 
objectives  will  be  set  forth  in  the  near  future. 
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Recommendation  #3 

We  recommend  MSTA: 

A.  Adequately  document  all  seed  capital  and  research  and 
development  project  actions  taken. 

B.  Consistently  organize  documentation  in  files. 

Reply  -  A. 

We  agree  to  the  extent  that  file  organization  could  be  improved, 
however  we  do  feel  adequate  documentation  does  exist  to  clarity 
and/or  justify  actions  taken. 

Reply  -  B. 

Agree  -  Action  is  already  underway  to  improve  organization  of 
files . 

Recommendation  #4 

We  recommend  MSTA  implement  a  file  design  to  provide  public  and 
confidential  information. 

Reply  -  Agree 

This  recommendation  has  already  been  implemented. 

Recommendation  #5 

We  recommend  MSTA  define  its  monitoring  process  for  seed  capital 
and  research  and  development  projects. 

Reply  -  Agree 

Although  we  feel  the  seed  capital  project  monitoring  is  adequate, 
some  further  definition  is  in  order  and  will  be  accomplished. 
The  research  and  development  program,  on  the  other  hand,  is  in 
need  of  a  defined  monitoring  process  and  it  will  be  accomplished. 

Recommendation  #6 

We  recommend  MSTA  establish  formal  policies  and  procedures  for 
operation . 

Reply  -  Agree 

Where  appropriate,  and  not  duplicative,  policies  and  procedures 
will  be  proposed  to  the  Board  and  promulgated  for  future  use. 

46 
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We  appreciate  your  review  and  recommendations  and  are  confident 
that  the  MSTA  will  become  a  more  efficient,  effective  and 
accountable  program  as  a  result  of  this  effort  and  the  changes 
that  have  come  of  it. 


Sincerely , 


'harles  A.  Brooke 
Director 


Montana  Board  of  Science  and  Technology  Development 
Carl  E.  Russell,  Executive  Director 
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Appendices  The  following  appendices  provide  information  on: 

MSTA  project  activity;  and 

Venture  capital  and  research  and  development  activity  in  other 
states. 

Appendix  A,  MSTA  project  activity,  provides  summary  infor- 
mation on  activity  conducted  during  specific  time  periods.   It 
does  not  provide  cumulative  information  since  program 
inception. 
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Appendix  B 


Venture  Capital  and  Research  and  Development  Activity 
in  Other  States 


Idaho  :      Idaho  does  not  have  a  venture  or  seed  capital  program. 
An  interim  committee  is  looking  at  the  idea. 

There  is  no  formal  program  of  research  and  development 
for  the  state  of  Idaho.  The  three  universities  in  the 
state  of  Idaho  are  working  separately  and  independently 
to  obtain  industry  participation  in  research. 


North 
Dakota: 


North  Dakota  has  committed  $5  million  for  venture 
capital  investments.  The  state  hired  a  private  venture 
capital  firm  from  out-of-state  to  handle  the 
investments.  North  Dakota's  legislation  required  a  $1 
for  $1  match.  Two  million  dollars  have  been  raised  by 
the  private  company.  Two  investments  have  been  made  to 
date . 


Research  and  development  for  the  state  of  North  Dakota 
is  through  the  universities.  Emphasis  is  applied 
research. 

Oregon  :  The  Oregon  legislature  created  a  program  in  1985  to 
target  economic  development.  The  program  is  designed 
to  help  start-up  companies  and  existing  companies. 
Funding  is  from  the  lottery,  with  the  intent  of  self- 
sufficiency.  Total  funding  to  date  is  $10  million  of 
which  $8  million  has  been  invested  in  32  companies.  The 
maximum  loan  is  $500,000  with  a  $1  for  $1  match 
requirement. 

Research  and  development  for  the  state  of  Oregon  is 

through  the  universities.  $200  million  has  been 

invested  by  the  state.  Loan  or  grant  amounts  cannot 
exceed  $100,000  per  project. 


South 
Dakota: 


Utah: 


South  Dakota  raised  $40  million  from  sales  tax  to 
support  its  venture  capital  investments.  A  board 
approves  all  loans;  however,  all  servicing  of 
investments  is  through  banks. 

Research  and  development  projects  are  grants  through  the 
universities . 

The  state  of  Utah  has  established  a  non-profit  private 
quasi-state  agency.  This  agency  began  with  a  general 
fund  appropriation  of  $500,000  and  a  supplemental 
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appropriation  of  $1  million.  The  goal  of  the 
legislation  for  this  agency  is  self-sufficiency. 

Research  and  development  for  the  state  of  Utah  is 
through  its  Centers  of  Excellence. 

Washington:  Washington  state  does  not  make  venture  type  investments. 

The  state  of  Washington  has  invested  $7  million  in 
Technology  Development,  specific  to  basic  research,  over 
the  past  two  years.  The  research  is  through  the 
universities.  Washington  is  moving  toward  defining  its 
research  by  the  market.  Three  addition  applied  research 
and  development  projects  have  been  currently  funded  for 
$1.5  million  each. 

Wyoming:     Wyoming  does  not  make  venture  type  investments. 

There  is  a  research  and  development  program  through  the 
universities.  Research  and  development  dollars  are 
within  the  universities  budget.  There  are  no  addition 
state  dollars  set  aside  specific  to  research  and 
development. 


